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SUBJECT: Irrigation System | nprovenents Costs Credit

SUMVARY

Under the Personal Incone Tax Law (PITL) and the Bank and Corporation Tax Law
(B&CTL), this bill would allow a tax credit equal to an unspecified percentage of
the cost to purchase and install an irrigation systeminprovenent that provides
wat er conservation or savings and that is used in a business for the production
of farm i ncone.

This analysis will not address the bill's sales and use tax provision, as it does
not inpact the Franchi se Tax Board.

EFFECTI VE DATE

As a tax levy, this bill would be effective i mediately upon enactnment and the
credit provisions would apply to taxable or income years begi nning on or after
January 1, 2000.

LEG SLATI VE H STORY

SB 229 (1999/2000), AB 1081 (1997/1998), and SB 1402 (1997/1998) woul d have
allowed a tax credit equal to 15% of the cost to purchase and install qualified
wat er application or distribution equi prent that provides water conservation or
savings. SB 229 and AB 1081 failed to pass out of the first house by January 31
of the second year, while SB 1402 failed passage in Senate Revenue and Taxation
Conmi t t ee.

PROGRAM HI STORY/ BACKGROUND

A simlar tax credit for the purchase and installation of water irrigation
systens expired on Decenber 31, 1985. That credit, taken in the year of
installation, was the | esser of 10% of the cost or a maxi mum of $500, and was
provided in addition to any other qualified deductions.

SPECI FI C FI NDI NGS

Exi sting state and federal |aws generally allow a depreciation deduction for the
obsol escence or wear and tear of property used in a business or as investnent
property. The property nust have a limted, useful life of nore than one year
and i ncl udes equi pnent, machi nery, vehicles and buil dings, but excludes |and.
Property is assigned to specific classifications related to the nunber of years

of its useful life. The property then may be depreciated over the nunber of
years of its useful life (recovery period).
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Exi sting state and federal |laws allow a taxpayer to deduct expenses paid or
incurred in the ordinary course of a taxpayer’s business. Expenses related to
wat er conservation qualify to the extent that they are ordinary and necessary
busi ness expenses and are not for the purchase of property with a useful life of
nore than one year

Exi sting state and federal |aws allow taxpayers to use various credits against
tax. Neither state nor federal laws currently have a tax credit simlar to the
one proposed by this bill.

This bill would all ow taxpayers that own or |ease agricultural land to claima
tax credit equal to an unspecified percentage of costs paid or incurred for
purchasing and installing an irrigation system i nprovenent.

This bill would extensively define the term®“irrigation systeminprovenent” in
ternms of the types of qualifying equi prment and the inpact on water use.

Al so, this definition would specify that a physical inprovenent, an alteration,
or an addition of equi prent would be an “irrigation systeminprovenent” if it is
certified to neet the bill’s criteria. Certification nust be given by a

regi stered civil engineer, registered agricultural engineer, or certified
irrigation designer who is independent of the taxpayer and the seller or provider
of the physical inprovenment, alteration, or equipnent.

Any excess credit could be carried over indefinitely. However, any unused
carryover credit in the next year or subsequent years would be disallowed if the
t axpayer sells the land on which the qualified equi pmrent was installed.

The basis of the qualified equipnment would be reduced by the anpbunt of the
al l owabl e credit.

Pol i cy Consi derati ons

Because this bill requires an adjustnent to basis, it would create a state
and federal difference, thus increasing the conplexity of tax return
preparation. However, disallow ng the adjustnment would nmean that the

t axpayer woul d receive a double tax benefit with respect to the sane

expenses.
The credit recapture provision of this bill would provide disparate

treatnent to taxpayers dependi ng upon their status as a | andowner or a
| essee of farm and. For exanple, this bill wuld elimnate the credit

carryover of an owner/taxpayer who purchases qualified water application
equi pment and then sells the Iand on which the qualified water application
equi pnment had been installed. Conversely, it would allow a credit carryover
to a taxpayer who | eases the sanme |land and termnates the | ease after
incurring the costs qualifying for this credit, even if the qualified water
application equiprment is removed fromthe | eased property. Mreover, an
owner/taxpayer who is able to fully utilize the credit against the tax or
net tax in the year of installation would suffer no recapture penalty shoul d
the property be sold the foll ow ng year



Senat e
I ntrod
Page 3

Bill 1974 (Poochi gi an)
uced February 25, 2000

This bill does not specify a repeal date or a limt on carryovers. Credits
typically are enacted with a repeal date to allow the Legislature to review
their effectiveness. Recent credits have been enacted with a carryover
limt since experience shows credits are typically used within eight years
of bei ng earned.

| npl emrent ati on Consi der ati ons

The requirenent that the certifying engi neer or designer be “independent of”
the taxpayer is a subjective standard and may be open to interpretation
Provi ding an objective rel ati onship standard, perhaps by reference to an
existing tax law standard defining a "related party,” would make it clear
that the engi neer or designer may not be an enpl oyee or otherwi se related to
t he purchaser, seller or manufacturer of the water application or

di stribution equi pnent.

The use of a water application or distribution systemon fallow | and woul d
be an increase in the ambunt of water used on the land, and as a result the
installation of “irrigation systeminprovenents” on such | and woul d not neet
the specified requirenents of the bill and may not be considered eligible
for the credit.

Techni cal Consi der ati ons

The recapture provision under the B&CTL uses the term “taxable years.”
Amendnment 1 woul d correct the reference to “incone years.”

FI SCAL | MPACT

Depart nental Costs

If the inplenmentation concerns are resolved, this bill is not expected to
result in significant costs to the departnent.

Tax Revenue Esti mate

The revenue analysis is estimated to inpact PIT and B&CT revenue as shown in
the following table (A 15%tax credit is assuned):

Revenue | npact of SB 1974
I ncone/ Taxabl e Years Begi nning After 1/1/2000
Enact ment Assumed After June 30, 2000
$ MIlions

2000-1 2001-2 2002-3
Revenue ($8) ($12) ($15)

| npact

Thi s anal ysis assunes that the installation nust take place in California.
Any changes in enpl oynent, personal incone, or gross state product that
could result fromthis nmeasure are not considered.
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Tax Revenue Di scussion

This estimte was devel oped in several steps. Based on discussions with

i ndustry experts, it was assuned that at replacenent of existing systens,
plus the install of new systens as a result of this bill, would nmean that
about 200,000 acres of irrigated land in California would adopt water-saving
systens or equi pment. The average cost per acre to install the equi prment
and inprove the irrigation systemwas cal cul ated at about $525 per acre for
2000.

The total qualifying expenditures were calculated and a 15%credit was
assunmed to arrive at the total qualified credit amounts, which are projected
to be on the order of $200 million for 2000. The applied credit anounts
were adjusted to account for the reduction in depreciation that would result
fromthe use of the credits. The portion of credits that could be applied
in any given year was estimated using tax returns that report farmincone.

It was assuned that unapplied carryover credits woul d be exhausted by the
fourth year.

POSI T1 ON

Pendi ng.
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On page 6,

i nconme years

Anal yst Roger Lackey
Tel ephone # 845- 3627
At t or ney Patri ck Kusi ak

FRANCHI SE TAX BOARD S
PROPOSED AMENDMVENTS TO SB 1974
As I ntroduced February 25, 2000

AMENDMENT 1

line 27, strikeout “taxable years” and insert:



